






AS A SOLUTION TO THE EQUITY
PREMIUM AND THE
RISK-FREE RATE PUZZLES
Marco Bonomo, RenØ GarciaCe document est publiØ dans l’intention de rendre accessible les rØsultats prØliminaires de la recherche
effectuØe au CIRANO, afin de susciter des Øchanges et des suggestions. Les idØes et les opinions
Ømises sont sous l’unique responsabilitØ des auteurs, et ne reprØsentent pas nØcessairement
les positions du CIRANO ou de ses partenaires.
This paper presents preliminary research carried out at CIRANO and aims to encourage
discussion and comment. The observations and viewpoints expressed are the sole responsibility
of the authors. They do not necessarily represent positions of CIRANO or its partners.
CIRANO
LeCIRANO estunecorporationprivØe￿but non lucratif constituØe en vertu de la Loi
des compagnies du QuØbec. Le financement de son infrastructure et de ses activitØs
derechercheprovientdescotisations de ses organisations-membres, d’une subvention
d’infrastructure du ministŁre de l’Industrie, du Commerce, de la Science et de la
Technologie, de mŒme que des subventions et mandats obtenus par ses Øquipes de
recherche. La SØrie Scientifique estlarØalisation d’une des missions que s’est donnØes
le CIRANO, soit de dØvelopper l’analyse scientifique des organisations et des
comportements stratØgiques.
CIRANO is a private non-profit organization incorporated under the QuØbec
Companies Act. Its infrastructure and research activities are funded through fees
paid by member organizations, an infrastructure grant from the MinistŁre de
l’Industrie, du Commerce, de la Science et de la Technologie, and grants and
research mandates obtained by its research teams. The Scientific Series fulfils one
ofthe missions of CIRANO: to develop the scientific analysis of organizations and
strategic behaviour.
Les organisations-partenaires / The Partner Organizations
￿MinistŁre de l’Industrie, du Commerce, de la Science et de la Technologie.





￿UniversitØ du QuØbec ￿ MontrØal.
￿Bell QuØbec.
￿Caisse de dØp￿t et de placement du QuØbec.
￿Hydro-QuØbec.
￿Banque Laurentienne du Canada.






























































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































Estimation Results for the Joint
 Consumption-Dividend Models (1889-1987)


















0 0.0182 0.0039 0.0206 0.0026 0.0210 0.0027
"
c
1 - - -0.0041 0.0069 -0.0123 0.0113
"
c
2 - - - - 0.0022 0.0106
T
c
0 0.0371 0.0027 0.0159 0.0023 0.0107 0.0019
T
c
1 - - 0.0341 0.0055 0.0310 0.0069
T
c
2 - - - - 0.0274 0.0074
"
d
0 -0.0018 0.0124 -0.0039 0.0060 -0.0029 0.0061
"
d
1 - - 0.0035 0.0236 -0.0287 0.0454
"
d
2 - - - - 0.0272 0.0148
T
d
0 0.1196 0.0088 0.0377 0.0041 0.0388 0.0044
T
d
1 - - 0.1167 0.0159 0.1685 0.0330
T
d
2 - - - - 0.0166 0.0146
p01 - - - - 0.0000 0.0000
p02 - - - - 0.0309 0.0312
p11 - - 0.9660 0.0370 0.5374 0.1436
p12 - - - - 0.4202 0.1421
p21 - - - - 0.3753 0.1738
p22 - - 0.9548 0.0467 0.6247 0.1737
Dcd 0.4407 0.0840 0.4858 0.0851 0.4947 0.0838
 L 443.31 485.55 492.8229
TABLE 2 







































i²(2) - 3.10 4.62 4.10 4.69
i²(4) - 12.88 15.77 17.38 15.32
i²(5) - 25.49 22.42 28.16 24.63
Notes: 1. Estimated by GMM over the period 1889-1987 with robust standard errors in parentheses.
2. One years Treasury Bills.
3. The 1% critical values for the i²(2), i²(4), i²(5) are 9.21, 13.28, and 15.09 respectively.30
TABLE 3
Simulated statistics on the Forecastability
of Future Excess Returns by Current Dividend Yields
Regression: R ="+$(D/P)+u t,t+k t t t,t+k
Median of Distribution of various regression statistics
Actual A=0.2  "=-9  D=-0.5
k Coef. t R
2 Coef. t R
2
1 3.40 2.29 0.04 7.12 2.53 0.05
2 6.49 3.05 0.08 13.42 3.31 0.09
3 8.12 3.31 0.09 19.17 3.96 0.12
4 10.75 3.87 0.12 24.18 4.32 0.15
5 13.88 4.69 0.17 28.81 4.61 0.1631
TABLE 4
Comparison with Other Preference Specifications 
for the Same Joint Heteroskedastic Three-State
Consumption-Dividend Markov Switching Model
Isoelastic Time-Additive Utility Kreps-Porteus Preferences
"=-8  $=0.98 "=-8  $=1.08 "=-28  D=-1
Mean Equity Premium 1.72 1.52 6.50








Comparison with Other Endowment Models
for the Same Disappointment Aversion Preferences 










Dividend Markov Switching Model
Mean Equity Premium 1.72 2.26 2.96 6.85
Mean Safe Asset 4.33 4.49 4.47 3.59
Standard Deviation
Equity Premium
4.02 12.82 4.76 13.81
Standard Deviation
Safe Asset
-- -- 2.74 1.08










Dividend Markov Switching Model
Mean Equity Premium 1.91 2.56 3.25 7.11
Mean Safe Asset 4.15 4.27 4.41 3.28
Standard Deviation
Equity Premium
4.02 12.83 4.85 13.58
Standard Deviation
Safe Asset
-- -- 2.73 0.7533
TABLE 5 (Continued)
Comparison with Other Endowment Models
for the Same Disappointment Aversion Preferences










Dividend Markov Switching Model
Mean Equity Premium 1.68 2.26 2.35 7.84
Mean Safe Asset 3.98 4.05 4.55 2.88
Standard Deviation
Equity Premium
4.00 12.76 4.64 13.82
Standard Deviation
Safe Asset
-- -- 2.60 0.61










Dividend Markov Switching Model
Mean Equity Premium 1.87 2.49 2.88 7.57
Mean Safe Asset 4.18 4.31 4.02 3.26
Standard Deviation
Equity Premium
4.02 12.82 4.51 13.77
Standard Deviation
Safe Asset
-- -- 1.87 0.8734
TABLE 6
Willingness-to-Pay for Different Risk Preferences
,
("=-1) ("=-9)  ("=-29) (A=0.20)







250 1 4 12 168 124 169 143
2500 83 410 1091 1814 1491 1867 1636
25000 8333 21009 23791 23484 23309 23979 23440
40000 21333 37198 39153 38921 38813 39284 38903
50000 33333 47999 49395 49229 49152 49488 49217
60000 48000 58799 59637 59537 59491 59693 59530
74000 73013 73920 73976 73969 73966 73980 73969